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T h i s r e s e a r c h p r o j e c t is a c o n t i n u a t i o n o f t h e w o r k b y 
p r e v i o u s a u t h o r s w h o h a v e s t u d i e d t h e r e l a t i o n s h i p 
b e t w e e n a c c o u n t i n g r a t i o s a n d p r i c e p e r f o r m a n c e o f 
u n s e a s o n e d s t o c k s . T h e r e a r e q u i t e a n u m b e r o f n e w 
i n s i g h t s a c q u i r e d f r o m t h i s p r o j e c t . 
First of all, strong correlations occuring between 
market capitalization and total asset turnover. This 
implied a simple relationship between issue price and 
sales volume and asset value. Secondly, apart from 
market condition and issue price, four pieces of 
financial accounting information affecting price 
performance of unseasoned stocks had been identified. 
They were profitability, liquidity & equity retained, 
inventory turnover and indebtedness, listed in 
descending order of significance. The general findings 
provide some explanations for the pricing and price 
performance of unseasoned stocks upon listing. 
Furthermore, the findings also possess forecasting value 
in predicting the behaviour of newly listed stocks in 
the future and suggests that financial accounting 
information has considerable worth in valuing new 
stocks. 
• • 11 
TABLE OF CONTENTS 
ABSTRACT ii 
TABLE OF CONTENTS iii 
LIST OF EXHIBITS iv 
Chapter 
I. INTRODUCTION 1 
Definition of 'Unseasoned‘ 2 
Unseasoned Stock Market in Hong Kong .... 2 
Importance of Accurate Pricing 5 
Past Studies on Unseasoned Stock 7 
II. RESEARCH OBJECTIVE 11 
工工 I. ASSUMPTIONS 12 
IV. RESEARCH METHODOLOGY 15 
Data Collection Method 15 
The Sampling Design 16 
Statistical Tools 20 
Correlation Analysis 20 
Factor Analysis 21 
V. RESULTS AND INTERPRETATION 24 
Correlation Analysis 24 
Factor Analysis 2 6 
VI. LIMITATIONS 3 3 
VII. CONCLUSIONS 35 
BIBLOGRAPHY 38 
• • * 
111 
LIST OF EXHIBITS 
(1) Charts showing Yearly Variation of the Total 
Turnover, the Number of New Share Issues and the 
Amount of Equity Capital raised. 
(2) A Chart showing the Names of the Companies within 
the Sample Size and their Listing Days. 
(3) An Exhibit displacing the Definitions of various 
Independent Variables with detailed methods in 
explaining how to obtain these valuables. 
(4) Charts Showing Correlation Coefficients o£ various 
Independent Variables in Correlation Matrices. 
(5) A Chart listing the Major Independent Variables 
with Factor Loadings constituting the Principal 
Components and corresponding Eigen Values. 
(6) Table of Six named principal components and the 
Percentage of Variance Explained. 
(7) Data of Factor Loadings and Communality Values of 
various Independent Variables with respect to 
Principal Components. 




Since the establishment of the Hong Kong Stock Exchange 
Ltd. in 1947, the number of share issues, traded volume, 
value of stock turnover and market index of Hong Kong 
had increased over a thousand times (see Exhibit 1) • 
The performance of the stock market had attracted 
considerable attention during this period. 
It has long been agreed that predicting the price 
performance of unseasoned stocks is a most difficult 
task within the context of money and capital markets. 
There is no concrete or widely accepted pricing model 
for unseasoned stocks such as the Black Scholes Model 
for option pricing• Secondly, pricing of unseasoned 
stocks is often complicated by local market variables as 
well as other business factors. Using detailed 
accounting and financial information of unseasoned 
stocks may be of help in valuing such stocks. However, 
most of the data were considered as confidential. Even 
when information is disclosed, tracing back data over a 
number of years pre-issue can be very difficult. There 
is a lot of literature directed on the pricing of 
unseasoned new issues. This literature can be used as a 
guide to help understand the valuation of unseasoned 
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stocks in Hong Kong. Hence, this research report 
presents an attempt to identify some of the factors 
which may affect the price performance of unseasoned 
stocks listed in the local stock market. Although the 
study is a generalization, rather than a specialization 
targeted for any particular stock, it is hoped that 
some predictive value can also be attained from the 
analysis introduced. 
Definition Of 'Unseasoned‘ 
The major impact of stock market on economic activities 
arises from the facilities which allowed corporations to 
issue new securities. Through these new issues, capital 
funds for investment or debt payment can be acquired. 
New share capital raised by companies from the stock 
market can be divided into two categories, share issues 
made by companies seeking for a new listing for the 
first time and right issues by those companies already 
quoted on the stock exchange. These companies which 
seeks a new listing for the first time were frequently 
known as unseasoned companies, and their stocks as 
unseasoned stocks. 
Unseasoned Stocks In Hong Kong 
The equity capital issues raised in Hong Kong by new 
companies and those which were already listed on the 
stock exchange in the period 1947-53 was estimated at 
less than HK$100 million. The corresponding figure for 
the years 1954 to 1963 was about HK$542 million. The 
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amount increased to HK$5,476.6 million in period 1964-73 
while it reached its peak in the next decade with 
HK$9,773.8 million as shown in Exhibit 1. 
There were four methods by which new companies seeking a 
quotation for the first time could make share issues. 
They were termed as an offer for sale, a stock exchange 
placing, an introduction, and a prospectus issue. 
Almost all the companies being studied employed offer 
for sale as the major channel to acquire new listing. 
With this method, the issuing company gave a block of 
new shares to the issuing house at an agreed price. The 
issuing house then offered the shares for sale by public 
subscription at a stated price. The issuing, house 
received a fee from the company in return for the 
backing of its reputation, adminstrative expense and 
advisory service. Only one company within our sample 
frame had also employed a placing to issue the new 
shares. In this method, the broker distribute shares to 
particular clients, who then subscribe to the shares via 
the brokers. 
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EXHIBIT 1 ： VARIATION OF TURNOVER, NUMBER OF NEW ISSUES 
AND VOLUME OF NEW ISSUES (1948 to 1989) 
Year Turnover Number of Volume of 
(HK$ ,000) New Issue New Issue 
(HK$ ,000) 
1948 159,000 / / 
1949 88,000 / / 
1950 60,000 / / 
1951 141,000 / / 
1952 142,000 / / 
1953 151,000 / / 
1954 252,000 / / 
1955 333,000 / / 
1956 211,000 / / 
1957 148,000 / / 
1958 150,000 / / 
1959 360,000 1 9,900 
1960 876,000 1 27,800 
1961 1,414,000 4 65,000 
1962 701,000 1 8,000 
1963 521,000 3 34,200 
1964 748,000 2 21,500 
1965 389,000 1 3,500 
1966 350,000 0 0 
1967 305,000 0 0 
1968 944,000 1 2,400 
1969 2,546,000 5 130,300 
1970 5,989,000 25 339,600 
1971 14,793,000 13 203,000 
1972 43,758,000 98 1,930,000 
1973 48,217,000 110 1,360,000 
1974 11,246,000 3 176,200 
1975 10,335,000 0 0 
1976 13,156,000 0 0 
1977 6,127,000 1 151,300 
1978 27,419,000 0 0 
1979 25,633,000 1 34,500 
1980 95,684,000 6 1,035,500 
1981 105,987,000 13 2,986,100 
1982 46,230,000 2 76,100 
1983 37,165,000 4 419,500 
1984 48,790,000 8 1,049,400 
1985 75,821,030 10 / 
1986 75,821,030 9 3,071,020 
1987 119,385,510 32 2,819,020 
1988 352,627,860 40 1,300,980 
1989 184,351,740 18 / 
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Noticably, the method of listing being chosen was a 
possible reflection of the company * s confidence on its 
own possible stock subscription performance. Therefore, 
it is suspected to have an effect on the price 
performance of unseasoned stocks. 
It is clear that a company must comply with certain 
statutory regulations and stock exchange rules before it 
makes an issue. In Hong Kong, the emphasis is on the 
disclosure of adequate information to the investing 
public. The main source of information to aid investors 
in making subscription decisions is the new issue 
prospectus. It is also this prospectus where all the 
availiable information useful in predicting the price 
performance of unseasoned stocks originates from. 
An important feature of Hong Kong new issues concerns a 
rule regulating the minimum share capital availiable to 
the public through offer of sale which was set up by The 
Securities Commission after the 1972-73 market boom. It 
requires that the percentage of equity shares issued by 
the original shareholders of the firm must be at least 
equal to 25 percent of the issued share capital at 
flotation. 
Importance of Accurate Pricing 
Initial pricing of unseasoned stocks is extremely 
important. The basic objectives of an issuing company 
is to raise funds from the capital market through public 
listing. In this case a lower price may be prefered. 
The lower the price, the more attractive the stock issue 
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and therefore the higher the subscription. Hence, a low 
price could guarrante a higher subscription new issues. 
As mentioned before, most of the new listings in Hong 
Kong were priced and completed by offering for sale 
through underwriters. Any undersubscription would 
immediately be taken up by the underwriters. In most 
cases, this represented a loss incurred to the 
underwriters. Therefore, underwriters tend to 
underprice new issues, ensuring high subscription 
levels. 
While overpricing was undesirable, severe underpricing 
of unseasoned stocks was equally disastrous. It would 
mean a loss of potential funds for the issuing company. 
Speculation and arbitraging activities are likely to be 
initiated. As a result, appropriate price level for 
unseasoned stocks is essential to ensure that new issues 
were successfully offered while the company retained its 
advantage and the market was least disturbed. 
Most of the unseasoned stocks have been oversubscribed 
to more than five or ten times in Hong Kong within these 
few years. This was related to the prospersity of local 
market and the speculating behaviour of investors. The 
demand largely exceeded the supply of shares such that 
millions of share subscription commonly ended with only 
thousands offer. 
It might at first sight seems that unseasoned stocks 
were enormously underpriced in Hong Kong such that their 
subscription were highly profitable and relatively risk-
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free. This argument, however, was not completely valid 
after understanding the speculating norm. Even if a 
stock was suitably priced, it would still be 
oversubscribed because of speculation. Hence, a more 
scientific way to evaluate the pricing effectiveness of 
unseasoned stock was to compare the issued price with 
the market price closing on the first day of listing. 
In this case, oversubscription would be reflected by a 
price increase while underscription by a price fall at 
the close of the first days trading. The magnitude of 
this price change could be used as a measurement of the 
accurancy of pricing process. 
Past Studies on Unseasoned Stocks 
There have been quite a number of studies about 
unseasoned stocks. Different authors combat the issue 
from different points of view. The following are some 
highlights of some of the results to date. 
In 1980, Block and Stanley commented on the price 
movement patterns of companies in United States 
approaching the unseasoned securities market in the late 
1970s. In this paper, the authors used simple 
statistics to examine the price performance of 
unseasoned securities to determine if there were 
positive excess returns in the short run. 
Simultaneously, they evaluate the role of underwriters 
in bringing unseasoned stocks to market place. 
The study affirmed a significant new issues premium, 
followed by an after-market performance generally 
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supportive of an efficiently operating market. In 
addition, new issues yield positive excess returns in 
the first week did not signify market inefficiency, 
merely that the issues were underpriced by underwriters. 
The Efficient Market Hypothesis, however, took over 
swiftly. The empirical paper by Dawson and Hiraki (1986) 
concentrated on the market between 1979-1984. This 
study compared the efficiency of primary market 
unseasoned new issue pricing in Hong Kong and Japan with 
respect to the closeness between offering prices and 
initial market prices. The pricing process was 
difficult because companies which made their initial 
public offer had no existing price to use as a guide as 
in all studies investigating unseasoned new issues. 
The results of this study suggested that unseasoned 
stocks were much more efficiently priced than that of 
Japan and Singapore. Hong Kong also compared favorably 
with United Kingdom and United States. Thirty-one 
issues rose in price by an average of 10.9 percent when 
trading began. These represented good news for 
corporate owners who were preparing to market new 
issues, for company managers, and their underwriters. 
Most people gained. The only losers were the 
speculators who wish to acquire large returns within the 
short subscribing period. 
Almost at the same time, Rock and Kevin (1986) revealed 
a model for the underpricing of initial public 
offerings. The analysis suggested that the equilibrium 
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offer price included a finite discount to attract the 
uninformed investors. 
Shortly after. Pikes, Sharp and Kantor (1988), 
investigated the roles of accounting ratios in valuing 
unlisted shares in Canadian and United Kingdom markets. 
A number of accounting ratios were analyzed. The 
findings were that the valuation of unlisted shares 
could be largely explain in terms of historic accounting 
data which is a very useful result and motivation for 
this paper. The research aimed at formulating a 
regression equation with the dependent valuable as share 
value while the independent valuables as accounting 
ratios. Only three major sources being earnings, 
earnings stability and asset book value were required to 
explain more than 80 percent of the variance in share 
price. 
Similarily, work on unseasoned stock by Merics and 
Hutchinson (1988) is also of interest to this study. 
Their study focused on small companies seeking a 
quotation on the Unlisted Securities Market in United 
Kingdom. Multivariate analysis revealed six significant 
accounting factors which would affect the issue price. 
They were indebtedness & liquidity, profitability, 
growth rate, asset structure, asset turnover and 
accounts receivable, which were listed in descending 
order of significance. 
Previous work on Hong Kong market has been quite 
disparate and most of the studies have only to develop 
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some general findings. Besides, such studies were 
mostly completed in early 80 ‘ s so that their relevance 
is now under question. Relationship between price 
variance and accounting ratios were computed by simple 
difference rather than more reliable statistical 
methods. Few sophisticated studies have focused on the 
local stock market even though some had been launched in 
other markets. All these unsatisfactory points together 
with the usefulness of the results led to the need for 
more solid analysis on the effect of accounting data 




Accounting ratios, as disclosed from the issuing 
prospectus of the newly listed companies to the public, 
were the main sources of financial data about the 
company in which an investor could based his decisions. 
Hence, accounting ratios determined the impression and 
the expectation of a newly listed company as viewed by 
an investor, which is hypothesized to affect the price 
performance of unseasoned stocks. 
Therefore, the research objective was two-fold. First 
of all, this project aimed at identification of the 
major accounting ratios which would exert the greatest 
effect on unseasoned stock prices shortly after listing. 
As a result, unseasoned stock performance upon listing 
during the past few years became explainable. 
Second, a large number of unseasoned stocks waiting for 
public listing could be expected. Accounting ratios of 
these companies as identified became their performance 
indicators. Hence, the analysis also served to provide 
a valuable compass, directing the investment activities 




Before going any further into the details of the 
project, there are a few important assumptions which 
deserve careful clarification. These assumptions are : 
(1) all the investors are rational and risk-averse; 
(2) investors base decisions to purchase shares on 
prospectus and market condition information; 
(3) Hong Kong market was efficient; and 
(4) there is relatively little insider trading on 
public listing. 
The first three assumptions implied that investors buy 
low and sell high where short selling of stock was 
forbidden in Hong Kong. They were both price-conscious 
and risk-conscious. Apart from standard performance, 
all the investors should be clear about the information 
presented by different prospectus. They were capable of 
making valid comparisons, evaluations and judgements on 
different unseasoned stocks. These investors could 
identify erroneous statements or misleading figures for 
themselves. 
At the same time, they had their decisions totally based 
upon accounting ratios from new issue prospectus, market 
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condition information, and nothing else. The fourth 
assumption pointed at the efficiency of Hong Kong 
market. It was important because it determined the 
duration of time required for the subscribers to act and 
the investors to react when the unseasoned stocks had 
alreadly listed on the market. The longer the time 
required, the poorer the price performance and the less 
efficient was the market. 
There had been a lot of work on this issue. Most of the 
studies done were tests of the weak form of the 
Efficient Market Hypothesis, which was the most basic of 
the three forms. If the market was not efficient with 
respect to simple information, such as historical 
prices, it was unlikely that it would be efficient with 
respect to information which was more complex or less 
freely availiable. Thus, if the local market could not 
pass the weak form tests, we might assume that it was 
also not likely to be efficient in the stronger form. A 
number of studies including work from Ang and Pohlman 
(1978), Law (1982), Wong and Kwong (1982) and Dawson 
(1982) suggested that Hong Kong market exhibited some 
degree of market inefficiency. 
The last assumption concerned about the legally 
permitted but unethical insider trading. The spirit of 
this assumption was to ensure that all investors were 
equal in position in respect to the knowledge of 
unseasoned stocks. No secret or private information 
flow was allowed. For assumption (4) , there are few 
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laws or obligations which refrain insiders from private 
and secret trading of stocks in Hong Kong. In fact 
there were also a few examples of insider trading within 
the relatively short history of Hong Kong Stock 
Exchange. Those involved had been condemned by The 
Securities Commission. However, insider trading in new 
listing have received less attention. A few reasons 
could adequately account for this observation. 
First, there are usually tight control on unseasoned 
stocks seeking a quotation. Second greater uncertainty 
embedded in unseasoned stocks requires and generates 
greater monitoring of the stocks by authorities. Third, 
corporate owners and senior management, who were 
themselves the insiders, usually discouraged secret 
trading upon public listing owing to reputation reasons. 
Relaxation of these assumptions may lead to the 
occurrence of validity errors within the analysis. 
Nevertheless, these experiment biases are somewhat 
inevitable and always exist. The approach of the 
analysis did not aim at realising these assumptions but 
rather to recognize them as part of the conditions for 




Data Collection Method 
All the information required in this project were from 
secondary sources. They were divided into two mainly 
categories. The first group were those that were 
directly related to individual public listing company. 
This included various accounting ratios and issuing 
details, which could be readily acquired from the issue 
prospectus. In fact, this was almost the only way and 
the easiest way to acquire these financial details. 
Prospectus search were mostly successful by personal 
request for offering of spare copies with the supplement 
> from the Hong Kong Stock Exchange Library. 
The second group of information did not belong to 
individual unseasoned company but rather belonged to the 
entire market. This included the namelist of unseasoned 
companies and the market condition as represented by the 
Hang Seng Index one day before and after listing. This 
information was mainly obtained from the publications 
and statistics of the Hong Kong Stock Exchange. 
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The Sampling Design 
For convenience, a sequential sample was being employed 
in this analysis. The word * convenience 丨 mean that 
researcher's convenience was the major criterion in 
determining our sampling method. In this case, most of 
the information came from the issuing prospectus in 
which the request and collection procedures were in 
person. Time and cooperativeness of unseasoned company 
were critical and thus convenience sampling was 
employed. The word ‘sequential‘ mean that successive 
decisions about the sample size depended on the progress 
of information collection rather than a priori. In 
spite of the avoidance of possible sampling bias with a 
random probability sampling method, thiis kind of 
sampling method possess the advantanges of being simple, 
fast and easy to handle. 
As this study focused on new listing companies of Hong 
Kong, the parent population would be all the unseasoned 
companies. Intuitively, the sample size should be as 
large as possible to enhance the internal validity. 
However, owing to the difficulties in collecting 
prospectus of companies listed long ago, the sampling 
frame was limited to five and a half year, ie. from 1 
June 1983 to 31 Dec 1988. This definition was further 
justified by the fact that explanatory and predictive 
value would decrease if the data being included were too 
* old *. Altogether there were totally 58 unseasoned 
companies seeking new quotation within this period 
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which qualified as the derived population. 
The sample size was equal to the number of new issue 
prospectus collected successful which was in turn equal 
to 35. The variables formulated from the prospectus are 
presented in Exhibit 3A, Exhibit 3B and Exhibit 3C as 
follows. 
E X H I B I T 3 A : V A R I A B L E S 
I S S U I N G I N F O R M A T I O N 
V 1 S H A R E S IN I S S U E 
V 2 S H A R E S T O B E I S S U E D 
V 3 I S S U E D P R I C E 
V 4 P E R C E N T A G E E Q U I T Y R E T A I N E D B Y M A J O R S H A R E H O L D E R S 
V 5 M A R K E T C A P I T A L I Z A T I O N ( U S I N G I S S U E P R I C E ) 
V 6 M A R K E T C A P I T A L I Z A T I O N / B O O K V A L U E 
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E X H I B I T 3 B : I N D E P E N D E N T V A R I A B L E S 
A C C O U N T I N G IN F O R M A T I O N 
L e v e r a g e R a t i o s : 
V 7 C A S H F L O W T O L O N G T E R M D E B T = ( E A T + d ) / L T L 
V 8 L O N G T E R M D E B T T O C A P I T A L I Z A T I O N = L T L / ( L T L + T E ) 
V 9 O V E R A L L I N T E R E S T C O V E R A G E = E BI T / i 
P r o f i t a b i l i t y R a t i o s : 
V 1 0 G R O S S P R O F I T M A R G I N = S - C G S / S 
V I I N E T P R O F I T M A R G I N = E B T / S 
V 1 2 R E T U R N O N T O T A L A S S E T = [ E A T + i ( 1 - t ) ] / T A 
V 1 A R E T U R N O N E Q U I T Y = ( E A T - P R E F E R R E D S T O C K ) / T E 
A c t i v i t y R a t i o s : -
V 1 3 T O T A L A S S E T T U R N O V E R = S / T A 
V 1 7 R E C E I V A B L E S T U R N O V E R = S / R E C 
V 1 8 I N V E N T O R Y T U R N O V E R = S / I N V 
A c i d T e s t R a t i o s : 
V 1 5 C U R R E N T R A T I O = C A / C L 
V 1 6 A C I D T E S T R A T I O = (C A - I N V ) / C L 
.1 
- A B B R E V I A T I O N -
E B I T E a r n i n s B e f o r e I n t e r e s t E x p e n s e a n d T a x E x p e n s e 
E B T E a r n i n g s A f t e r I n t e r e s t E x p e n s e s B u t B e f o r e T a x 
E A T E a r n i n g s A f t e r I n t e r e s t A n d T a x E x p e n s e s 
TE T o t a l E q u i t y 
TA T o t a l A s s e t s 
CA C u r r e n t A s s e t s 
C L C u r r e n t L i a b i l i t y 
L T L L o n g T e r m L i a b i l i t y 
C G S C o s t Of G o o d s S o l d 
IN V I n v e n t o r y 
R E C R e c e i v a b l e s 
S S a l e s T u r n o v e r 
d D e p r e c i a t i o n E x p e n s e s 
i I n t e r e s t E x p e n s e s 
t T a x a t i o n R a t e 
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E X H I B I T 3 C ： I N D E P E N D E N T V A R I A B L E S 
M A R K E T P E R F O R M A N C E I N F O R M A T I O N 
V 1 9 H SI O N E D A Y B E F O R E T H E L I S T I N G D A T E , I d - 1 
V 2 0 H S I O N T H E L I S T I N G D A T E , I d o 
V 2 1 H S I O N E D A Y A F T E R T H E L I S T I N G D A T E , I d + 1 
V 2 2 A V E % C H A N G E IN H SI F R O M I d - 1 T O I d + 1 = 
[(I d + 1 - I d o )/ I d o + ( I d o - I d - 1 ) / I d - 1 ] / 2 * 1 0 0 % 
The set of issuing information contained six variables 
(VI to V6). Since shares in issue (VI) and shares to be 
issued (V2) were directly related to the percentage 
equity retained (V4) , VI and V2 had been excluded from 
the subsequent analysis. This helped to eliminate 
double counting effect. The major dependent variable in 
this analysis would be the market capitalization of the 
firm (V5). 
The set of accounting information contained twelve 
independent variables (V7 to V18) which could be further 
subdivided into four ratio classes, the leverage ratios 
(V7 to V9), the profitability ratios (VIO, Vll, V12, 
V14), the liquidity ratios (V15, V16), and the activity 
ratios (V13, V17, V18). These accounting ratios should 
be familiar to most of the financial analysts. 
The last set of market performance information contained 
four independent variables (V19 to V22) in which they 
captured the market condition during which the 
unseasoned stocks were being listed on the primary 
market. Note that V22 was the average of the other 
19 
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Correlation Analysis was being employed in our research 
to identify patterns of variation common to two 
variables, provided that two of them should be 
continuous as in our case. This resulted in an 
objectively arrived at correlation coefficient, r. This 
numerical value indicated how strongly the two dependent 
variables share a common pattern of change and whether 
the pattern was positively or negatively correlated. 
Basically, when two variables originated from the same 
source had similiar underlying meanings, their 
correlation coefficients was likely to be highly 
positive. 
In order to determine the factors which affected the 
initial pricing of the public offer, attention was 
focused on variables which correlated with Market 
capitalization (V5) • Here in this study, market 
capitalization was being chosen as the dependent 
variable because it represents value of the firm. The 
issued price itself would not be an objective measure of 
the value of unseasoned stocks as this is largely 
dependent upon the number of shares issued. This was 
because of the bias caused by the dilution effect which 
arised when the number of shares in issue increased. 
The number of shares in issue in turn depends on the 
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corporate philosophy. Simply speaking, any other 
variable which correlated with market capitalization 
would be a factor affecting the initial pricing of 
unseasoned stocks. 
Note that the significance level of strong correlations 
can be defined at either the 0.001 level or the 0.01 
level (one tailed). These values were rather small and 
conservative so that random error could be minimized as 
far as possible. The 0.001 significance level was 
employed as determining criterion to identify the strong 
correlations. The results would be discussd separately 
later in the next chapter. 
Factor Analysis 
Factor analysis represents the application of an 
advanced form of correlation analysis to a large number 
of variables to identify and group those which were 
siiniliar. In this case, factor analysis is employed to 
study the major factors contributing to the price 
variance of unseasoned stocks upon flotation. 
The variable in any one set or factor are highly 
correlated with each other, but not highly correlated 
with the variables in any of the other factor. Kuh and 
Meyer (1955) demonstrated that the use of financial 
ratios in multivariate analysis caused multicollinearity 
problem since they tended to be highly correlated. 
However, this defect could be successfully avoided by 
factor analysis, and that is why the method was highly 
recommended as the analyzing tool. In addition, Beaver 
21 
(1968) , Deakin (1977), and Bougen and Drury (1980) had 
shown that most financial ratios were not normally 
distributed such that multivariate analysis became 
inapplicable. To alleviate these two problems, 
principal component analysis involving varimax rotation 
and Kaiser normalization was used. The process took an 
original set of correlated financial ratios and reduced 
it to a smaller set of uncorrelated principal 
components. According to Marascuilo and Levin (1983), 
principal components had asymptotic normal distributions 
with the approximation to normality improving with the 
number of samples. 
More specifically, principal component analysis was a 
stepwise selection process of each selected factor which 
explained less of the variance than its predecessors, 
and each being correlated with all of its predecessors. 
During our study, factor analysis with principal 
component procedure was applied to all the independent 
variables. Problem of inulticollinerity and normalization 
were almost completely eliminated. All the above 
procedures were initiated by the SPSS-PC+. Results of 
correlation analysis were tabulated in Exhibit 4 while 
results of factor analysis were tabulated in Exhibit 5， 
Exhibit 6, Exhibit 7 and Exhibit 8 respectively and 
would be shown later in this paper. 
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CHAPTER V 
RESULTS AND INTERPRETATIONS 
Correlation Analysis 
From the constructed correlation matrices as presented in 
Exhibit 4, totally five groups of highly correlated 
variables were identified. The following summarised the 
results of the findings. 
s t r o n g l y C o r r e l a t e d V a r i a b l e s C o r r e l a t i o n 
( s i g n i f i c a n c e l e v e l = 0 . 0 0 1 ) C o e f f i c i e n t 
( 1 ) V 5 M a r k e t C a p i t a l i z a t i o n 0 . 8 4 8 
V 1 3 T o t a l A s s e t T u r n o v e r 
( 2 ) V 1 0 G r o s s P r o f i t M a r g i n 0 . 9 3 5 
V 1 4 R e t u r n o n E q u i t y 
( 3 ) V I I N e t P r o f i t M a r g i n 0 . 8 1 4 
V 1 3 T o t a l A s s e t T u r n o v e r 
( 4 ) V I I N e t P r o f i t M a r g i n 0 . 8 2 1 
V 1 4 R e t u r n o n E q u i t y 
( 5 ) V 1 9 H S I b e f o r e l i s t i n g d a y 0 . 9 0 0 
V 2 0 H S I o n l i s t i n g d a y 
V 21 H S I a f t e r l i s t i n g d a y 
Since market capitalization (V5) is the dependent 
variable under concern, most of the subsequent 
discussion would be focused on this issue. 
Concentrating on market capitalisation, the most striking 
correlation is that with total asset turnover (V13)• 
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While market capitalization represented the value of 
shares at the issued price outstanding by an unseasoned 
company, total asset turnover was the sales generated per 
unit asset. Their strong correlation indicated that 
among the numerous factors that affected the pricing of 
initial public offer, asset turnover was probably the 
crucial one. Based on sales volume and asset, these 
people weighted the stocks and arrived at appropriate 
market capitalization value. Issued prices were 
determined thereafter upon considering other factors such 
as the quotation philosophy. 
Focusing on V5, apart from strongly correlating with V13, 
it was found to weakly correlate with V6, VIO, Vll, V12, 
V14 and V16. The results were listed below. 
V a r i a b l e s W e a k l y C o r r e l a t e d C o r r e l a t i o n 
w i t h M a r k e t C a p i t a l i z a t i o n ( V 5 ) C o e f f i c i e n t 
( s i g n i f i c a n c e l e v e l = 0 . 0 1 ) 
(1) V 6 M a r k e t C a p i t a l i z a t i o n / B o o k v a l u e 0 . 5 1 6 
(2) VIO G r o s s P r o f i t M a r g i n 0 . 4 2 6 
(3) V 1 1 Net P r o f i t M a r g i n 0 . 6 7 2 
( 4 ) V 1 2 R e t u r n o n T o t a l A s s e t - 0 . 4 6 8 
( 5 ) V 1 6 A c i d T e s t R a t i o - 0 . 4 7 7 
From the table above, it could be concluded that profit 
margins as represented by VIO & Vll had some effect on 
market capitalization. Besides, the total asset or book 
value represented by V6 and V12 also affected the 
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dependent variable. Finally, the importance of 
liquidity, V16, could not be forgotton. Hence, total 
asset turnover was the major factors determining the 
initial pricing of unseasoned stocks while profit 
margins, asset value and liquidity were also significant 
factors. 
For the other strong correlations in Exhibit 4, the 
underlying rationale were easily understandable and less 
important. Correlations between different representation 
of profit margin and returns took place because these 
ratios were similiar in nature； all of them were closely 
related to profitability. The reason for very strong 
correlation among Hang Seng Indices on three consecutive 
days was even more obvious. This suggested a general 
predictable trend of the market condition rather than an 
entirely random game. 
Factor Analysis 
The results from factor analysis was promising. All the 
factor loadings and communality values were tabulated in 
Exhibit 5. Factor loadings described the load by each 
variable on each factor. For instance, V3 loaded most 
heavily on Factor 5 or the variable of issued price 
contributed the most to the factor of issued price, which 
was surely the case. 
Remember that we are studying the major factors which 
affect the price variance of unseasoned issues upon new 
listing, value of factor loadings formed the basis for 
identification of variables which constituted to the 
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factors affecting the stock prices. Comparable with 
previous studies by Hutchinson and Merics on United 
Kingdom Unlisted Securities Market (1988), the acceptance 
criterion for determining the number of significant 
factors was defined as 80 percent variance explained in 
this case. As a result, six major principal components 
had been identified. Subsequent nomenclature of the 
factors were based upon the origin of the independent 
variables which made up the factors. 
EXHIBIT 5 ： VARIMAX ROTATED FACTOR MATRIX 
-WITH KAISER NORMALIZATION 
F1 F2 F3 F4 F 5 F6 C o m m u n a l i t y 
V 3 - 0 . 3 2 8 0 . 0 5 4 - 0 . 3 9 7 0 . 1 65 0 . 7 3 7 - 0 . 0 3 9 0 . 8 4 0 1 9 
V4 0 . 0 2 7 - 0 . 01 6 0 . 8 7 6 0 . 1 0 7 0 . 0 7 7 - 0 . 0 5 9 0 . 7 8 8 6 9 
V5 0 . 0 4 7 0 . 8 0 6 - 0 . 2 4 5 - 0 . 2 1 0 0 . 41 7 0 . 0 “ 0 . 9 3 1 6 5 
V 6 0 . 1 00 0 . 0 9 1 - 0 . 2 5 6 - 0 . 2 5 8 0 . 5 9 8 - 0 . 0 0 5 0 . 5 0 8 1 5 
V 7 0 . 0 6 6 - 0 . 1 2 7 - 0 . 0 4 1 - 0 . 1 4 6 - 0 . 1 0 2 - 0 . 7 5 8 0 . 6 2 8 0 5 
V 8 - 0 . 0 8 9 - 0 . 0 8 0 - 0 . 0 3 0 - 0 . 1 4 7 -0 . 0 0 8 0 . 8 8 7 0 . 8 2 3 7 5 
V 9 0 . 2 4 8 - 0 . 1 9 1 - 0 . 2 1 6 0 . 0 0 2 - 0 . 6 2 0 - 0 . 3 1 1 0 . 6 2 5 7 9 
VI 0 - 0 . 5 4 3 0 . 6 0 1 - 0 . 0 8 1 0 . 3 7 1 0 . 0 9 6 0 . 0 5 5 0 . 81 2 2 8 
VI 1 0 . 03 1 0 . 8 9 5 - 0 . 0 2 7 0 . 3 9 9 0 . 0 0 3 0 . 0 3 1 0 . 9 6 2 5 5 
V I 2 0 . 1 2 2 - 0 . 1 7 1 0 . 0 6 5 0 . 7 0 1 - 0 . 5 5 2 - 0 . 1 3 4 0 . 8 6 1 8 3 
VI 3 0 . 1 1 0 0 . 9 5 8 - 0 . 0 9 3 - 0 . 1 8 2 - 0 . 0 2 6 - 0 . 0 0 6 0 . 9 7 1 9 8 
V I A - 0 . 3 4 1 0 . 71 2 - 0 . 1 71 0 . 5 2 3 0 . 0 6 0 0 . 0 7 7 0 . 9 3 4 7 4 
V I 5 0 . 0 0 7 0 . 1 9 8 0 . 0 7 8 0 . 9 3 5 0 . 0 3 5 0 . 0 3 9 0 . 9 2 2 4 7 
VI 6 - 0 . 0 7 8 - 0 . 3 0 2 0 . 7 8 1 0 . 21 2 - 0 . 1 21 - 0 . 0 7 2 0 . 7 7 2 5 4 
VI 7 0 . 3 8 7 - 0 . 4 7 2 - 0 . 1 A 4 - 0 . 3 5 6 0 . 1 5 2 0 . 3 9 8 0 . 7 0 1 6 9 
VI 8 - 0 . 1 2 4 - 0 . 0 4 3 0 . 8 4 5 - 0 . 2 2 1 - 0 . 2 2 7 0 . 1 5 8 0 . 8 5 6 5 7 
VI 9 0 . 9 7 7 0 . 0 2 8 - 0 . 0 7 4 0 . 0 0 0 - 0 . 0 9 9 - 0 . 0 6 4 0 . 9 7 4 4 7 
V 2 0 0 . 9 8 0 0 . 0 2 6 - 0 . 0 7 4 0 . 01 1 - 0 . 0 7 6 - 0 . 0 6 7 0 . 9 7 6 4 9 
V 2 1 0 . 9 8 9 - 0 . 01 5 - 0 . 0 “ 0 . 01 1 0 . 0 0 6 - 0 . 0 5 9 0 . 9 8 3 6 7 
V 2 2 0 . 5 4 9 - 0 . 2 7 3 0 . 1 71 0 . 0 8 0 0 . 6 3 3 - 0 . 01 4 0 . 81 2 5 3 
The variables with the highest value of factor loadings 
with respect to different factors were selected as 
representative of the factors, and the factors were being 
named accordingly. These were highlighted in Exhibit 6. 
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E X H I B I T 6 ： I N D E P E N D E N T V A R I A B L E S W I T H H I G H E S T F A C T O R 
L O A D I N G S IN T H E S I X P R I N C I P A L C O M P O N E N T S 
F a c t o r V a r i a b l e N a m e o f t h e V a r i a b l e L o a d i n g 
1 1 9 H S I 1 D a y B e f o r e L i s t i n g 0 . 9 7 6 9 
2 0 H S I O n L i s t i n g D a y 0 . 9 7 9 8 
2 1 H S I 1 D a y A f t e r L i s t i n g 0 . 9 8 8 9 
2 11 N e t P r o f i t M a r g i n 0 . 8 9 4 9 
1 3 T o t a l A s s e t T u r n o v e r 0 . 9 5 7 8 
3 4 P e r c e n t a g e E q u i t y R e t a i n e d 0 . 8 7 5 7 
1 8 I n v e n t o r y T u r n o v e r 0 . 8 4 4 9 
4 1 5 C u r r e n t R a t i o 0 . 9 3 5 1 
5 3 I s s u e d P r i c e 0 . 7 3 6 8 
6 7 C a s h F l o w T o L o n g T e r m D e b t - 0 . 7 5 7 6 
8 L o n g T e r m D e b t T o C a p i t a l i z a t i o n 0 . 8 8 7 1 
Communalities, on the other hand, examined the proportion 
of variance in respect to the variable explained by 
identified factors. In this way, the six factors 
combined explained 82 percent variance in respect to V3 • 
The overall high communality implied the effectiveness of 
the six factors in explaining variance of independent 
variables. Equally important were the eigen values of 
each factor and the percentage of variance explained by 
these factors. These values revealed the proportion of 
variance in the entire set of variables which was 
explained by each factor. The factors were listed in 
descending order with factor 1 explaining the most 
variance, 25.4 percent； factor 2, 18.4 percent； and so on 
in the whole set of variables. The total variance of 
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market capitalisation explained by the six factors was 
83.4 percent representing a satisfactory high percentage. 
All these figures were tabulated in Exhibit 7. 
EXHIBIT 7 ： NAMES AND EIGEN VALUES OF THE SIX FACTORS 
F a c t o r N a m e of P r i n c i p a l C o m p o n e n t E i g e n V a r i a n c e C u m u l a t i v e 
N u m b e r V a l u e E x p l a i n e d V a r i a n c e 
E x p l a i n e d 
1 Market Condition 5.071 25.4 25.4 
2 Profitability 3 .689 18.4 43 .8 
3 Equity Retained & Inventory Turnover 3.009 15.0 58.8 
4 Inventory Turnover 1 .928 9.6 68.4 
5 Issued Price 1.575 7.9 76.3 
6 Indebtedness 1.418 7.1 83.U 
According to the results, the three major factors totally 
accounted for more than 50 percent of the observed 
variance in price performance of unseasoned stocks. The 
most significant factor, market condition, explained 
about one-quarter of the variance. If investors 
anticipated a short term bull market condition, new 
shares subscription would likely generate earnings to 
them. Buying incentive would be enormous, bringing huge 
price rise to the newly listed stocks with respect to the 
issued price. On the contrary, a forecasted bear market 
supressed the subscription incentive and led to negative 
or low price increase. In addition, market condition 
being an external factor, was the most easily observable 
information when compared to the internal factors. 
Therefore, high eigen values, such as that of market 
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condition, should be related to accessibility and 
availiability of corresponding piece of information. 
The second most significant factor was the rate of return 
or profitability of unseasoned stocks prior to flotation. 
Its effect was simple to understand. The higher the 
profitability, the more the subscription of new shares 
and the more positive the price rise. The findings were 
both reasonable and consistent to what was expected by 
simple inspection. 
Corporate liquidity and percentage equity retained by 
major stakeholders combined to form the third most 
significant factor. Importance of corporation liquidity 
suggested that a large proportion of the local investors 
were speculators. They were concerned with the short 
term aspect of unseasoned stocks much more than their 
long term performance. The effect of equity retained by 
major corporate owners and was vague. It was postulated 
that equity retained should give investors some insights 
on the financial condition of unseasoned stocks. The 
more the equity retained, the better the financial 
condition as perceived by the entrepreneurs in the firms 
and the highly priced the stock. 
Inventory turnover represented the fourth important 
factor. It exerted its effect through the sales and 
inventory component. The higher the sales volumes 
generated by inventory, the better the evaluation of 
unseasoned shares, the more positive the price rise. 
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The effect of issued price should not be forgotten. It 
ranked the fifth in the principal component list. Issued 
price belonged to issuing information rather than 
accounting variables. It was the cost of investment and 
investors would undergo a cost-benefit analysis before 
they made their biding. It should be noted that 80 
percent of unseasoned stocks in Hong Kong within the 
sampling time frame were accurately (Dawson & Hirakai 
1986) priced. A sufficient discount was allowed to 
ensure thorough subscription while the issuing companies 
also had their premium guaranteed. Indebtedness was the 
sixth and the final factor identified as important in 
affecting price variance of unseasoned stocks.. High 
leverage ratios would obviously discourage investors from 
subscribing. A negative or lower price increase was 
expected for highly levered companies. 
Inventory turnover, issued price and indebtedness 
accounted for about 25 percent of the observed variance. 
The factor transformation matrix in Exhibit 8 revealed 
the ratios in which mutiplication of this factor 
transformation matrix with the factor loading matrix in 
Exhibit 5 would produce the matrix containing factor 
loadings before rotation. 
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E X H I B I T 8 ： F A C T O R T R A N S F O R M A T I O N M A T R I X O F T H E S I X F A C T O R S 
F 1 F 2 F3 F 4 F 5 F 6 
F 1 ( 0 . 6 1 3 ) 0 . 6 9 3 ( 0 . 1 8 8 ) 0 . 2 5 6 0 . 1 9 2 0 . 0 7 8 
F 2 0 . 6 5 2 0 . 3 9 9 ( 0 . 5 3 6 ) ( 0 . 1 5 1 ) 0 . 3 2 5 ( 0 . 0 1 9 ) 
F3 0 . 3 6 3 0 . 3 2 6 0 . 2 2 3 0 . 6 1 5 ( 0 . 4 9 4 ) ( 0 . 3 0 0 ) 
F4 0 . 2 4 8 0 . 2 6 7 0 . 7 1 6 ( 0 . 0 2 3 ) 0 . 3 7 2 0 . 4 6 4 
F 5 0 . 0 3 5 ( 0 . 4 1 9 ) ( 0 . 1 2 9 ) 0 . 7 0 2 0 . 5 6 0 0 . 0 0 8 
F 6 ( 0 . 0 6 5 ) 0 . 0 8 4 0 . 3 1 3 ( 0 . 2 0 1 ) 0 . 4 0 3 ( 0 . 8 2 9 ) 
When the results from factor analysis were comparable to 
previous studies by Hutchinson and Merics (1988) on 
United Kingdom Unlisted Securities Market, several 
features had been revealed. First, in that research 
market condition which was thought to be an important 
factor had been ignored. Second, although the other 
factors being identified were similiar in nature, there 
were some difference in the order of significance. The 
fact that indebtedness and liquidity became the most 
important factor in explaining price variance in United 
Kingdom market suggested that those investors were more 
risk-averse than the locals. In contrast. Hong Kong 
investors played less attention to the debt and debt 
payment ability of unseasoned companies. Third, the 
total variance explained in that research was found to be 
84.6% which was very close to ours. This means that 
factor analysis is a reliable method in study unseasoned 
stock pricing. Furthermore, behaviour of unseasoned 




During the design stage, five major assumptions had been 
made about investor behaviour, market efficiency, and the 
accounting ratios in the prospectus. These assumptions 
were not necessarily true in the realistic setting. 
Generalization may be hazardous. On the other hand, 
there were many other external factors which should have 
influenced the price performance of unseasoned stocks. 
Many of these factors could not be neglected. For 
instance, communication technology had rendered foreign 
market condition an important environmental variable. 
Failure to include these factors resulted in reliability 
errors. 
The sampling method and definition of sampling time frame 
also produced some selection bias. Convenience sampling 
rather than the most objective random sampling was chosen 
because of the restrictions offered by the 
cooperativeness of unseasoned companies in sparing 
prospectuses. Drastic events affecting the market such 
as the October stock crash in 1988 and June 4th massacre 
in 1989 could not be isolated. Since the time frame 
itself was static, results of this analysis would be most 
applicable within this time frame. Any application of 
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results beyond this time frame would introduce validity 
errors. Besides, validity errors arised as market 
condition was measured in terms of simple Hang Seng Index 
(a conglomerate index based on more than 30 constituent 
shares) or its percentage change within three trading 
days. A more refined measurement of the market condition 
was recommended. In the data collection stage, researcher 
expectancy and outcome orientation such as the choice of 
variables may lead to bias and errors. There was no 
concrete reason of why accounting ratios were chosen as 
inputs but strong empirical support exists for their 
inclusion. Complications arouse from different 
presentation format prospectuses and different dates of 
listing of companies imposed certain problems. The 
former caused difficulties in ratios comparison while the 
latter required adjustments for inflation. At times, 
performance of unseasoned stocks might depend on 
intangible assets such as management skills and 
reputation. These variables, however, were difficult to 




This business research project presented a detailed 
statistical analysis on the pricing performance of 35 
unseasoned stocks in Hong Kong market. The relationship 
between initial pricing, price performance and accounting 
ratios was being studied. The information mainly 
originated from the market and the audited prospectus of 
listing companies. 
The primary objective of this research was to determine 
the major independent accounting variables which 
determine the initial pricing of unseasoned stocks. 
In particular, market capitalisation calculated from the 
issue price is chosen as the dependent variable. 
Different statistical tools such as correlation analysis 
and principal component analysis had been employed for 
this purpose. Influence from market condition, issued 
price and percentage equity retained by major 
stakeholders should also be taken into consideration. 
Consequently, three more variables were being included in 
our study. The major findings from the analysis are 
highlighted as follows. 
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First of all, quite a few number of accounting variables 
were found to be highly correlated with each other. Most 
of these correlation could be explained by the fact that 
these ratios were virtually of the same nature. One of 
the ratio set, however, did possess interesting and 
significant implication. It was the ratios of market 
capitalization and total asset turnover which were highly 
positively correlated with each other. Their close 
relationship suggested that financial management of 
public listed companies in Hong Kong were mainly directed 
towards major shareholders, rather than the public. On 
the other hand, the positive correlation between total 
asset turnover and market capitalization postulated that 
market capitalization, and thus, issued price of 
unseasoned stocks, was largely dependent upon the sales 
generated by each unit of asset of the company. At the 
same time, a number of ratios were found to be weakly 
correlated with market capitalization which suggested a 
less pronounced but definitely existing effect on pricing 
of unseasoned stocks. These ratios were profit margins, 
returns on asset and acid test ratio. 
Secondly, within the context of our study, there were 
altogether six important factors affecting the price 
performance of unseasoned stocks and a high level of 
explanatory power could be derived from these factors. 
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The six major principal components or more simply, 
factors, were named as follows. 
(1) Current Market Condition 
(2) Profitability 
(3) Equity Retained & Inventory Turnover 
(4) Liquidity 
(5) Issued Price 
(6) 工 Indebtedness 
These six dominant principal components were extremely 
useful for not only explanatory sake of the past but also 
predictive purpose for the future, provided that the 
generalization presented in this research was valid. It 
was true that environmental uncertainty, conditional 
variables and research bias did exist throughout the 
study. A more precise analysis would be essential if 
more accurate results was deserved. Nevertheless, this 
research project did provide lots of insights into the 
general features or peculiarities of unseasoned stocks in 
Hong Kong, particularly in the aspects of explaining and 
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